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RECENT STATEMENTS
ON AUDITING PROCEDURE

by Ronald C. Baldwin
Partner, Executive Office
Presented before the Westchester
Chapter, New York State Society
of CPAs-January 1973

The first Statement on Auditing Procedure was issued in 1939. That was 34
years ago. I first studied accounting in 1951. As a student, you can well
imagine how I viewed pronouncements such as Accounting Research Bulletins
and Statements on Auditing Procedure. It was obvious that a group of
accountants, like statesmen, gathered together in auspicious surroundings and
pronounced on the weighty matters.
This view is not much unlike the view that I assume we as students all had
of the meetings at which the United States Constitution was framed. Imagine
if you will the scene in Philadelphia when all of the delegates gathered to
produce the document under which we govern our country. Surely, no one
for a minute would expect that there would be pandemonium at times,
hilarity, political intrigue, and the wheeling and dealing that often we
associate with our contemporary legislatures. Yet, the real student of history
knows all too well that it is only in this type of surrounding, with the give
and take of many views—some being propounded more strenuously than
others—that long lasting documents are produced.
In not quite as dramatic but in many ways similar surroundings, Statements
on Auditing Procedure are produced. For more than a year, I had the
privilege and the pleasure of attending meetings of the Committee on
Auditing Procedures as the observer for our representative on the Committee,
Ken Stringer. (Under the rules of the Committee, each of the 21 members is
entitled to bring an observer.) As an observer, I witnessed and participated in
the development of some of the recent statements issued by the Committee,
including those statements from SAP No. 45, Using the Work and Reports of
Other Auditors; to SAP No. 54, The Auditor's Study and Evaluation of
Internal Control.
I have been asked to discuss these recent statements, and I will try to flavor
the discussion with some of the background and difficulties encountered in
developing the statements.
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SAP NO. 45, USING THE WORK AND REPORTS OF OTHER AUDITORS
As you may imagine, this was a statement that provoked intense
discussion, because it involves something that is very close to all of us, our
professional practice. If we have a client and that client is to be acquired by
another auditor's client, the question of succession is a burning one, which
could easily leave the realm of theoretical problems and become an emotional
one. Trying to write a statement that will provide guidelines for use of the
work of the other auditors in what could easily become a succession situation
is a very difficult task at best. This was the question of whether or not we
should use the work and reports of another auditor.
Another question to be resolved was whether or not the reporting
accountant in his opinion would have to make reference to the other
auditors. This question was fairly easily decided and a workable guideline was
pronounced. If the work and reports are to be used, reference would be
made, and if no reference is made, the auditor assumes responsibility for the
work of the other accountants. End of problem? Well, not really. How should
the reference be made? Should reference be made to the fact that there was
another accountant? Or should the reference include the name of the other
accountant? And if the name of the other accountant is included, should that
accountant join in the opinion, and go "on the line" for that portion that he
has examined?
Another point that was debated at some length was whether and under
what circumstances an auditor can consider himself the principal auditor.
Many wanted to propose a numerical guideline that an auditor could rely on
in making this determination. Some proposed, for example, auditing 50
percent or more of the combined companies as a reasonable guideline. Then,
of course, the question becomes 50 percent of what? Should the base be
sales? Net income? Gross profit? Assets? Equity? It is easy to see for a
particular consolidated financial statement a situation in which a number of
auditors could each in turn be considered a principal auditor depending on
the mix of the numbers in the statement. In the final statement, the
Committee opted not to pronounce a guideline in numerical terms, but rather
to provide general guidance consisting of factors that could influence the
decision of who is the principal auditor.
When a decision is made not to make reference to the other auditor, the
question of the extent of the principal auditor's review of the other auditor's
work, and contact with management of the other auditor's client, has to be
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decided. The Committee let the judgment of this extent rest solely with the
principal auditor, but this was not an easy decision.
Incidentally, the title of this SAP almost was Reliance on Other Auditors.
At the last minute, the title was changed to Using the Work and Reports of
Other Auditors because it was believed that the use of the word "reliance"
might put more of a burden on the other auditors and would not properly
reflect the level of inquiry appropriate for the auditor using another auditor's
work and reports.
SAP NO. 46, PIECEMEAL OPINIONS
This SAP had some interesting aspects. The "pick and choose" question
was the most interesting to me. If there are material uncertainties requiring a
disclaimer, can the auditor give a piecemeal opinion on only some of the
accounts (for example accounts receivable) and be silent on others? Does this
have a negative connotation for those other accounts? A n interesting
question, but this wasn't specifically dealt with in the SAP.
There was considerable controversy over the exception—allowed for
"internal use only" statements—to the proscription against piecemeal opinions when the scope of work is limited by the client. The statement was
made that "bank loan files are full of 'internal use only' statements."
SAP NO. 47, SUBSEQUENT EVENTS
When SAP No. 47 is read without considering how it was developed or
evolved, it may seem to some as a rather bland recitation of procedures that
should be followed, but really doesn't get into much nitty-gritty. In the
discussion of this statement, quite a bit of consideration was given to
including details of specific procedures that an auditor should apply. The
problem came in trying to enumerate when these procedures would be
applied, and as with any detailed check list, there are times when they are
appropriate and times when they are not appropriate. The result was to couch
the suggested procedures in very general terms.
A n interesting sidelight to SAP No. 47 is that it included a pronouncement
on accounting treatment for subsequent events (this was done with the
concurrence of the APB—otherwise an APB Opinion and an SAP would have
been required). We may see this again i f the Committee issues an SAP on
related parties, since disclosure of related party transactions seems to be the
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disclosure is

SAP NO. 48, LETTERS FOR UNDERWRITERS
The drafting of the SAP for Letters for Underwriters was done with a
major contribution by an advisory task force on comfort letters. A change
from the superseded SAP No. 35 was the deletion from comfort letters of the
term "adverse changes" because that term had never acquired any defined or
clearly understood meaning in an accounting sense.
Another interesting aspect of this SAP is the requirement for an audit base
immediately prior to, including, or subsequent to the period to which the
negative assurance relates. If a company changes auditors, only the prior
auditors can issue a comfort letter until the succeeding auditor completes an
audit. In the period between the first year subsequent to the change and prior
to the completion of the audit, no one can issue a comfort letter, because no
one has the required audit base.
SAP NO. 49, REPORTS ON INTERNAL CONTROL
SAP NO. 52, REPORTS ON INTERNAL CONTROL BASED ON CRITERIA
ESTABLISHED BY GOVERNMENT AGENCIES
SAP No. 49 was issued in December 1971, and although it may not be
apparent from reading the statement, it was issued at that time for a very
specific reason. To understand this reason, you have to go back a few years
when some of the major banks in New York City issued reports to their
shareholders that included in the auditor's opinion a comment that the bank's
internal control had been reviewed as part of the audit, and the auditor had
concluded that the internal control was adequate.
For the calendar year 1971 audits, the SEC required that bank holding
companies had to have the subsidiary banks audited, so there were many
more banks with audit reports. You can well imagine the competitive aspects
of one bank having a report that included a commendation from its auditor
on its internal controls, and another bank that did not have such a commendation. The reaction would be, of course,—"Hey, I want one of those."
It could be speculated that the bank's purpose in requesting this opinion is
to obtain a competitive advantage, hoping that readers will rely on those
controls as assurance that the bank will properly perform its fiduciary
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responsibilities in the future. Those of us who, as auditors, study internal
control recognize the limitations on our study—principal among these are that
the study is of the controls existing through a particular date and should not
be relied upon for the future, and also that a given amount of collusion can
defeat even the best system of internal control.
In an effort to head off the wholesale issuing of such reports, SAP No. 49
was carved out of a larger project on the auditor's study and evaluation of
internal control (which we now know as SAP No. 54) and was issued as a
separate SAP. To say that it accomplished its purpose is to report what
actually happened.
However, SAP No. 49 had another effect for reports on internal control for
government agencies. I am the chairman of the AICPA Committee on
Relations with the Department of Commerce, and some of you may be
familiar with their programs for federal grants to minority business
enterprises. As part of a proposal for a federal grant, the grantee must have an
auditor report on its internal control. There are three stages of this reporting:
the preliminary survey before the grant is made, a post-grant survey
approximately 90 days later, and a report on internal control issued incident
to an audit.
Other government agencies, including the OEO and the Department of
Transportation, have similar grant programs. The OEO has a somewhat
different problem from the others in that the Act creating the OEO specified
that there shall be reports received on internal control at the pre-award, the
post-award, and the incident-to-an-audit stage that will indicate whether the
accounting system and internal controls are considered adequate to safeguard
the assets of the grantee, check the accuracy and reliability of accounting
data, promote operational efficiency, and encourage adherence to prescribed
management policies.
After about a year of intense discussion with all of these agencies, the
Committee issued SAP No. 52 in October 1972. Now, if an agency has set
forth in a questionnaire or other publication in reasonable detail and in terms
susceptible to objective answers or application what the agency considers are
the criteria for adequate internal control, the auditor's report may express a
conclusion based on that criteria concerning the adequacy of the procedures
studied.
The SEC also is interested in reports on internal control for securities
brokers. They agreed in 1972 to accept the SAP No. 49 language if the
phrase, "was not designed for the purpose of expressing an opinion on
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internal accounting control. . ." is deleted. The Committee is working on this
problem and has held meetings with the SEC, and for 1973, the SAP No. 49
language will probably be further supplemented to include reference to the
specifics of SEC Rule 17a-5 (this is set forth in the Audit Guide related to
brokers soon to be published).
SAP NO. 50, REPORTING ON THE STATEMENT OF CHANGES
IN FINANCIAL POSITION
When the APB issued Opinion No. 19 on the Statement of Changes in
Financial Position, I thought that perhaps there would be a Statement on
Auditing Procedure issued to expound some of the reporting implication of
this APB Opinion, but I could not have imagined the amount of difficulty
involved in writing that SAP. That difficulty concerned a situation in which a
client refuses to include a statement of changes in his financial report.
In such event, let's consider the auditor's position on disclosure. If there is
a material matter that should be disclosed in the financial statements but is
not, the auditor has to call attention to that omission in his report and
include the description of the item and its amount. If an entire statement
necessary for a fair presentation is omitted from a financial report, the
auditor can disclose its omission, but is he now faced with the problem of
reporting the amounts thereby omitted? Doesn't that lead to the inevitable
conclusion that there will be a middle paragraph in his report that in effect
would be the omitted statement? That is one logical conclusion that could be
drawn—and in fact was the conclusion drawn by some members of the
Committee.
The compromise that was struck, and that appears in SAP No. 50, was that
the disclosure requirement in SAP No. 33 runs to omission of data in
statements that are presented, and not to the omission of the entire
statement. I don't think that this is a problem that will be encountered very
often in practice because most companies have complied quite readily with
presenting a statement of changes, but it's helpful to have the guidance in the
literature.
SAP NO. 51, LONG TERM INVESTMENTS
This SAP was a relatively uncomplicated one. There were a couple of
interesting points in its evolvement. One of these related to a situation in
which the investee refuses to furnish necessary financial data to the investor.
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The question raised was whether this was evidence of lack of control and how
conclusive that evidence would be. I think you can see the potential that an
investor has i f he wishes not to include the investee in his financial
statements. A l l he has to do is have the investee refuse to furnish the
necessary financial data. This is one that goes 'round and 'round and 'round.
The Committee's conclusion that this will be evidence, but not necessarily
conclusive evidence, that control does not exist seems to be a reasonable
compromise.
Another problem related to whether the investee's most recent financial
statement should be used, whether or not audited. There was considerable
feeling that only audited financial statements should be included in the
investor's statement. But this was modified by opting for the "most recent
reliable financial statements."
Another interesting problem involved subsequent events of the investee
that occur prior to the year end of the investor's financial statement. These
were dubbed 'prior subsequent events'.
SAP NO. 53, REPORTING ON CONSISTENCY
AND ACCOUNTING CHANGES
This SAP was another one written to expound on reporting problems in
relation to an APB Opinion (No. 20, Accounting Changes).
A major change made by this statement was to require the auditor's
expression of his concurrence with any accounting change made, where under
the previous literature such concurrence was optional.
There was some difficulty in deciding the period to which the consistency
standard relates. It is fairly clear that the consistency standard relates to the
current year, and whether or not a prior year is presented in the report, the
consistency standard would relate to the preceding year. The problem is
encountered when more than two years are presented in the report. For
example, in an SEC filing, five years of data ordinarily are reported. Should
the consistency standard relate to all five years, or all five years plus the year
preceding the earliest year reported? A further complication is encountered
when the auditor reports on less than the number of years presented;
typically, this would be when the auditor reports on three years, and five
years are presented. In that event, would the consistency standard relate to
the three years being reported on plus the year preceding that period, or the
three years being reported on plus the two other years presented? The
Committee opted for relating the consistency standard for the years reported
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on, plus the year prior to those being reported upon if it is presented.
There was also some difficulty in deciding the reporting of a management's
lack of justification for changes in accounting principles. If the management
has not demonstrated reasonable justification for the change, it would be
clear that the auditor should express an exception as to consistency in the
year of change. However, what about future years—is the entity forever
damned to have an exception as to consistency because an accounting
principle, which is a generally accepted accounting principle, but the change
to which had not met the test of reasonable justification, was now being used
in the financial statements although the change might have been made many
years before?
The Committee adopted the position that the auditor's exception relates to
reasonable justification and runs to the year of change; so as long as the year
of change is presented, the exception should be repeated. However, since the
justification caused an auditor's exception relating to the change, it was
concluded that the auditor's exception would not run to the status of the
newly adopted principle as a generally accepted accounting principle. This
was the reasoning for requiring the exception as to justification only as long
as the year of change is presented. I think this was a reasonable compromise.
SAP NO. 54, THE AUDITOR'S STUDY
AND EVALUATION OF INTERNAL CONTROL
This SAP consists of two parts. The first involves a discussion of the study
and evaluation of internal control, including a revised definition of internal
control and a discussion of the basic concepts of internal control. The second
part of this statement consists of two appendices relating to statistical
sampling, a technique that an auditor may use in his tests of internal control.
It is interesting to note that the qualified assents to the issuance of this SAP
related to the statistical sampling appendices, and not to the basic SAP itself.
The range of these qualifications was quite diverse. Some felt the appendix on
sampling should not be included because it is not appropriate for the auditing
committee to pronounce on statistical sampling in view of what many
consider unresolved issues underlying the concepts expressed in the
appendices. Others disagreed with the inclusion of these appendices, and
instead urged that they be issued as a separate statement.
I think the profession will find the revised definitions of administrative
control and accounting control to be more workable than the definitions in
prior literature. The concepts of internal accounting control will be
particularly helpful to the practitioner. A shirtsleeves way of approaching this
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is to consider that internal accounting control is present when, for example,
access to assets is separated by segregation of duties from the records used to
control those assets, and there is periodic comparison of the accountability
for assets with the existing assets.
Another significant part of this pronouncement relates to the discussion of
the scope of the auditor's study. This study is described as to its two phases:
1. the review of the system, and
2. tests of compliance with the system.
In this connection, the Committee has described the practice of some
auditors who trace one or a few of the different types of transactions
involved through the related documents and records as part of the review of
the system but, interestingly enough, only as part of the test of compliance.
The inference is that walk-through tests related to a few of the different types
of transactions need to be supplemented by additional tests of compliance
relating to the application of the controls throughout the period.
Another interesting aspect of this statement is the distinguishing between
those internal control procedures that leave a documentary trail of evidence
such as initials and other approvals, and those controls that do not leave such
documentary evidence of compliance. As to the first type, the Committee
expressed the view that the test should be applied throughout the period
(although there was some leeway given to not applying the tests for the
period between the interim audit testing and the end of the financial
statement year). As to the second type, the Committee concluded that tests
should relate to the entire period under audit, but the observations of those
tests ordinarily would be confined to the time when the auditor is present on
the client's premises in connection with his audit.
Guidance is given to the auditor in evaluating the systems of accounting
control in a way that I think might be somewhat subtle, but on further study
the auditors will see how logical the approach is. That is the approach in
paragraph 65 of the statement, where the auditor
1. considers the types of errors and irregularities that could occur
2. determines the accounting control procedures that should prevent or
detect such errors and irregularities
3. determines whether the necessary procedures are prescribed and are being
followed satisfactorily
4. evaluates any weaknesses.
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The first two of the foregoing procedures can be developed independently
of particular audits. This would ordinarily be done in the preparation of
internal accounting control questionnaires. In our Firm, we have done this,
and we use decision tables to help us organize our thinking on the types of
errors and irregularities that could occur. When we conclude there is a
weakness, we can direct the extension of our auditing procedures to a
particular type of transaction. This has the obvious advantage of not requiring
the overall type of evaluations that may sound reasonable but on close
scrutiny defy logical thinking. For example, if you have a client with
weaknesses in control over cash receipts, extending all work on cash,
including that directed at cash disbursements and cash balances, is wasteful of
effort when performing the extensions of the procedures relating to cash
disbursements and balances.
I think one of the more significant points expounded in this statement is
the position that the second standard of field work does not contemplate that
the auditor will place complete reliance on internal control to the exclusion
of other auditing procedures with respect to material amounts in the financial
statements. I suspect that in the past many of us may have done just this, by
saying that we test the internal control and perhaps do a walk-through test of
some procedures. Thereafter, we would perform no substantive tests of the
data flowing through the transactions to the financial statements. This
approach to auditing has been eliminated by SAP No. 54. This is not to say
that the degree of reliance placed on internal control would not have
considerable effect on the extent of substantive tests.
Another point in this SAP, although not the first time appearing in the
literature, is the emphasis on the work performed by internal auditors as a
supplement to, but not as a substitute for, tests to be performed by
independent auditors.
The section on statistical sampling has a number of interesting aspects, but
I am not sure we have much time tonight to delve into them. One point I
would like to make is that this SAP includes in the statistical sampling
appendix some examples of reliability levels that an auditor may find
appropriate when he determines that he is able to place reliance on internal
accounting control. I will not go into the mechanics of this, but, for example,
when the auditor is able to conclude that internal accounting control might
warrant 90 percent reliance, the reliability level needed from substantive tests
to achieve a combined reliability level of, for example, 95 percent would be
50 percent as to substantive tests. This is a complex and not easily grasped
concept, so I think it best that we not go into it any further at this point.
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FUTURE SAPS
The Auditing Committee has a number of subjects under active
consideration. A pronouncement on forecasts might be one of the early SAPs
coming out of the 1972-73 Committee.
There has been a project on degrees of qualification that has stretched back
more than two years and is now approaching an exposure draft stage. (SAP
No. 46, Piecemeal Opinions, was originally part of this project). I think we
will see in the future an elimination of the "subject-to" qualification, and any
qualification will require more than two paragraphs and will be an "except
for" type qualification.
Unaudited financial statements will again get a going over, and it is likely
that SAP No. 38 may be revised. In any event, I am confident that we will see
more guidance coming on the auditor's responsibility for his work when he is
connected with unaudited financial statements.
I think it also likely that we will see a modification of reports on internal
accounting control to include for securities brokers a specific reference to
Rule 17a-5.
I think we will also see some pronouncements on audit supervision.
Another project underway is a codification of the SAPs similar to SAP No.
33. This codification should appear in the relatively near future.
A final interesting sidelight is that the name of the Committee on Auditing
Procedure has been changed. The Institute has realigned itself into a number
of divisions, and each of these divisions has an Executive Committee that
issues pronouncements without clearance from any other body in the
profession. Thus, the name of the Auditing Committee is now the Executive
Committee of the Division of Auditing Standards. As described in the recent
issue of The CPA, the pronouncements are going to be called Statements on
Auditing Standards. I think these are just changes in names, and the name
change should not in any way change the workings of the Committee.
SUMMARY
As I am sure you have gathered from my remarks, I am delighted to have
had the opportunity to sit in on the development of these recent SAPs.
Observing this process of development really brings the statements alive, and I
hope I have been able to share this view with you tonight.
•

